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Within 90 days of consummating the
merger or acquisition, the mnational
bank or Federal savings association
must submit to the OCC an implemen-
tation plan for using its advanced sys-
tems for the merged or acquired com-
pany.

(2) If the acquiring national bank or
Federal savings association is not sub-
ject to the advanced approaches in this
subpart at the time of acquisition or
merger, during the period when subpart
D of this part applies to the acquiring
national bank or Federal savings asso-
ciation, the ALLL associated with the
exposures of the merged or acquired
company may not be directly included
in tier 2 capital. Rather, any excess eli-
gible credit reserves associated with
the merged or acquired company’s ex-
posures may be included in the na-
tional bank’s or Federal savings asso-
ciation’s tier 2 capital up to 0.6 percent
of the credit-risk-weighted assets asso-
ciated with those exposures.

§§3.125-3.130 [Reserved]

RISK-WEIGHTED ASSETS FOR GENERAL
CREDIT RISK

§3.131 Mechanics for calculating total
wholesale and retail risk-weighted
assets.

(a) Overview. A national bank or Fed-
eral savings association must calculate
its total wholesale and retail risk-
weighted asset amount in four distinct
phases:

(1) Phase l—categorization of expo-
sures;

(2) Phase 2—assignment of wholesale
obligors and exposures to rating grades
and segmentation of retail exposures;

(3) Phase 3—assignment of risk pa-
rameters to wholesale exposures and
segments of retail exposures; and

(4) Phase 4—calculation of risk-
weighted asset amounts.

(b) Phase 1—Categorization. The na-
tional bank or Federal savings associa-
tion must determine which of its expo-
sures are wholesale exposures, retail
exposures, securitization exposures, or
equity exposures. The national bank or
Federal savings association must cat-
egorize each retail exposure as a resi-
dential mortgage exposure, a QRE, or
an other retail exposure. The national
bank or Federal savings association
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must identify which wholesale expo-
sures are HVCRE exposures, sovereign
exposures, OTC derivative contracts,
repo-style transactions, eligible mar-
gin loans, eligible purchased wholesale
exposures, cleared transactions, default
fund contributions, unsettled trans-
actions to which §3.136 applies, and eli-
gible guarantees or eligible credit de-
rivatives that are used as credit risk
mitigants. The national bank or Fed-
eral savings association must identify
any on-balance sheet asset that does
not meet the definition of a wholesale,
retail, equity, or securitization expo-
sure, as well as any non-material port-
folio of exposures described in para-
graph (e)(4) of this section.

(c) Phase 2—Assignment of wholesale
obligors and exposures to rating grades
and retail exposures to segments—(1) As-
signment of wholesale obligors and expo-
sures to rating grades. (i) The national
bank or Federal savings association
must assign each obligor of a wholesale
exposure to a single obligor rating
grade and must assign each wholesale
exposure to which it does not directly
assign an LLGD estimate to a loss sever-
ity rating grade.

(ii) The national bank or Federal sav-
ings association must identify which of
its wholesale obligors are in default.

(2) Segmentation of retail exposures. (i)
The national bank or Federal savings
association must group the retail expo-
sures in each retail subcategory into
segments that have homogeneous risk
characteristics.

(ii) The national bank or Federal sav-
ings association must identify which of
its retail exposures are in default. The
national bank or Federal savings asso-
ciation must segment defaulted retail
exposures separately from non-de-
faulted retail exposures.

(iii) If the national bank or Federal
savings association determines the
EAD for eligible margin loans using
the approach in §3.132(b), the national
bank or Federal savings association
must identify which of its retail expo-
sures are eligible margin loans for
which the national bank or Federal
savings association uses this EAD ap-
proach and must segment such eligible
margin loans separately from other re-
tail exposures.
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(3) Eligible purchased wholesale expo-
sures. A national bank or Federal sav-
ings association may group its eligible
purchased wholesale exposures into
segments that have homogeneous risk
characteristics. A national bank or
Federal savings association must use
the wholesale exposure formula in
Table 1 of this section to determine the
risk-based capital requirement for each
segment of eligible purchased whole-
sale exposures.

(d) Phase 3—Assignment of risk param-
eters to wholesale exposures and segments
of retail exposures—(1) Quantification
process. Subject to the limitations in
this paragraph (d), the national bank
or Federal savings association must:

(i) Associate a PD with each whole-
sale obligor rating grade;

(ii) Associate an LGD with each
wholesale loss severity rating grade or
assign an LGD to each wholesale expo-
sure;

(iii) Assign an EAD and M to each
wholesale exposure; and

(iv) Assign a PD, LLGD, and EAD to
each segment of retail exposures.

(2) Floor on PD assignment. The PD for
each wholesale obligor or retail seg-
ment may not be less than 0.03 percent,
except for exposures to or directly and
unconditionally guaranteed by a sov-
ereign entity, the Bank for Inter-
national Settlements, the Inter-
national Monetary Fund, the European
Commission, the European Central
Bank, or a multilateral development
bank, to which the national bank or
Federal savings association assigns a
rating grade associated with a PD of
less than 0.03 percent.

(3) Floor on LGD estimation. The LGD
for each segment of residential mort-
gage exposures may not be less than 10
percent, except for segments of resi-
dential mortgage exposures for which
all or substantially all of the principal
of each exposure is either:

(i) Directly and unconditionally
guaranteed by the full faith and credit
of a sovereign entity; or

(ii) Guaranteed by a contingent obli-
gation of the U.S. government or its
agencies, the enforceability of which is
dependent upon some affirmative ac-
tion on the part of the beneficiary of
the guarantee or a third party (for ex-
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ample,
ments).

(4) Eligible purchased wholesale expo-
sures. A national bank or Federal sav-
ings association must assign a PD,
LGD, EAD, and M to each segment of
eligible purchased wholesale exposures.
If the national bank or Federal savings
association can estimate ECL (but not
PD or LGD) for a segment of eligible
purchased wholesale exposures, the na-
tional bank or Federal savings associa-
tion must assume that the LGD of the
segment equals 100 percent and that
the PD of the segment equals ECL di-
vided by EAD. The estimated ECL
must be calculated for the exposures
without regard to any assumption of
recourse or guarantees from the seller
or other parties.

(5) Credit risk mitigation: credit deriva-
tives, guarantees, and collateral. (i) A na-
tional bank or Federal savings associa-
tion may take into account the risk re-
ducing effects of eligible guarantees
and eligible credit derivatives in sup-
port of a wholesale exposure by apply-
ing the PD substitution or LGD adjust-
ment treatment to the exposure as pro-
vided in §3.134 or, if applicable, apply-
ing double default treatment to the ex-
posure as provided in §3.135. A national
bank or Federal savings association
may decide separately for each whole-
sale exposure that qualifies for the
double default treatment under §3.135
whether to apply the double default
treatment or to use the PD substi-
tution or LGD adjustment treatment
without recognizing double default ef-
fects.

(ii) A national bank or Federal sav-
ings association may take into account
the risk reducing effects of guarantees
and credit derivatives in support of re-
tail exposures in a segment when quan-
tifying the PD and LGD of the seg-
ment. In doing so, a national bank or
Federal savings association must con-
sider all relevant available informa-
tion.

(iii) Except as provided in paragraph
(d)(6) of this section, a national bank
or Federal savings association may
take into account the risk reducing ef-
fects of collateral in support of a
wholesale exposure when quantifying
the LGD of the exposure, and may take
into account the risk reducing effects

meeting servicing require-
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of collateral in support of retail expo-
sures when quantifying the PD and
LGD of the segment. In order to do so,
a national bank or Federal savings as-
sociation must have established inter-
nal requirements for collateral man-
agement, legal certainty, and risk
management processes.

(6) EAD for OTC derivative contracts,
repo-style transactions, and eligible mar-
gin loans. A national bank or Federal
savings association must calculate its
EAD for an OTC derivative contract as
provided in §3.132 (¢) and (d). A na-
tional bank or Federal savings associa-
tion may take into account the risk-re-
ducing effects of financial collateral in
support of a repo-style transaction or
eligible margin loan and of any collat-
eral in support of a repo-style trans-
action that is included in the national
bank’s or Federal savings association’s
VaR-based measure under subpart F of
this part through an adjustment to
EAD as provided in §3.132(b) and (d). A
national bank or Federal savings asso-
ciation that takes collateral into ac-
count through such an adjustment to
EAD under §3.132 may not reflect such
collateral in LGD.

(7) Effective maturity. An exposure’s M
must be no greater than five years and
no less than one year, except that an
exposure’s M must be no less than one
day if the exposure is a trade related
letter of credit, or if the exposure has
an original maturity of less than one
yvear and is not part of a national
bank’s or Federal savings association’s
ongoing financing of the obligor. An
exposure is not part of a national
bank’s or Federal savings association’s
ongoing financing of the obligor if the
national bank or Federal savings asso-
ciation:

(i) Has a legal and practical ability
not to renew or roll over the exposure
in the event of credit deterioration of
the obligor;
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(ii) Makes an independent credit de-
cision at the inception of the exposure
and at every renewal or roll over; and

(iii) Has no substantial commercial
incentive to continue its credit rela-
tionship with the obligor in the event
of credit deterioration of the obligor.

(8) EAD for exposures to certain central
counterparties. A national bank or Fed-
eral savings association may attribute
an EAD of zero to exposures that arise
from the settlement of cash trans-
actions (such as equities, fixed income,
spot foreign exchange, and spot com-
modities) with a central counterparty
where there is no assumption of ongo-
ing counterparty credit risk by the
central counterparty after settlement
of the trade and associated default fund
contributions.

(e) Phase 4—Cualculation of risk-weight-
ed assets—(1) Non-defaulted exposures. (1)
A national bank or Federal savings as-
sociation must calculate the dollar
risk-based capital requirement for each
of its wholesale exposures to a non-de-
faulted obligor (except for eligible
guarantees and eligible credit deriva-
tives that hedge another wholesale ex-
posure, IMM exposures, cleared trans-
actions, default fund contributions, un-
settled transactions, and exposures to
which the national bank or Federal
savings association applies the double
default treatment in §3.135) and seg-
ments of non-defaulted retail exposures
by inserting the assigned risk param-
eters for the wholesale obligor and ex-
posure or retail segment into the ap-
propriate risk-based capital formula
specified in Table 1 and multiplying
the output of the formula (K) by the
EAD of the exposure or segment. Alter-
natively, a national bank or Federal
savings association may apply a 300
percent risk weight to the EAD of an
eligible margin loan if the national
bank or Federal savings association is
not able to meet the OCC’s require-
ments for estimation of PD and LGD
for the margin loan.
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TABLE 1 TO§ .131 —IRB RISK-BASED CAPITAL FORMULAS FOR WHOLESALE EXPOSURES
TO NON-DEFAULTED OBLIGORS AND SEGMENTS OF NON-DEFAULTED RETAIL EXPOSURES'

Capital N™(PD)+~R x N'(0.999)

JI-R

K= {LGDXN[ ]—(LGDXPD)

Requirement
(K)

Non-

Retail

Defaulted
Exposures
Correlation  For residential mortgage exposures: R = 0.15

Factor (R) For qualifying revolving exposures: R = 0.04

For other retail exposures: R=0.03+0.13xe7>"

Capital - -
apita . {L . N[N (PD) +RxN (0.999>]_(LGDX PD)}[HM—WJ)

Requirement 1-R 1-1.5xb
X)

Non-

Defaulted

Exposures

Wholesale

Correlation For HVCRE exposures:

Factor (R)
R=0.12+0.18xe™""

For wholesale exposures to unregulated financial institutions:
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R=125x(0.12+0.12x¢™?)

For wholesale exposures to regulated financial institutions with total

assets greater than or equal to $100 billion:

R=125x(0.12+0.12x¢*"")

For wholesale exposures other than HVCRE exposures, unregulated

financial institutions, and regulated financial institutions with total assets

greater than or equal to $100 billion:

Maturity
Adjustment

(b)

R=0.12+0.12x¢e>"""

b=1(0.11852 —0.05478 xIn( PD))

'N(.) means the cumulative distribution function for a standard normal random variable. N'(.) means the

inverse cumulative distribution function for a standard normal random variable. The symbol e refers to the base of

the natural logarithms, and the function In(.) refers to the natural logarithm of the expression within parentheses.

The formulas apply when PD is greater than zero. If PD equals zero, the capital requirement K is set equal to zero.

(ii) The sum of all the dollar risk-
based capital requirements for each
wholesale exposure to a non-defaulted
obligor and segment of non-defaulted
retail exposures calculated in para-
graph (e)(1)(i) of this section and in
§3.135(e) equals the total dollar risk-
based capital requirement for those ex-
posures and segments.

(iii) The aggregate risk-weighted
asset amount for wholesale exposures
to non-defaulted obligors and segments
of non-defaulted retail exposures
equals the total dollar risk-based cap-
ital requirement in paragraph (e)(1)(ii)
of this section multiplied by 12.5.

(2) Wholesale exposures to defaulted ob-
ligors and segments of defaulted retail ex-
posures—(i) Not covered by an eligible

U.S. government guarantee: The dollar
risk-based capital requirement for each
wholesale exposure not covered by an
eligible guarantee from the U.S. gov-
ernment to a defaulted obligor and
each segment of defaulted retail expo-
sures not covered by an eligible guar-
antee from the U.S. government equals
0.08 multiplied by the EAD of the expo-
sure or segment.

(ii) Covered by an eligible U.S. govern-
ment guarantee: The dollar risk-based
capital requirement for each wholesale
exposure to a defaulted obligor covered
by an eligible guarantee from the U.S.
government and each segment of de-
faulted retail exposures covered by an
eligible guarantee from the U.S. gov-
ernment equals the sum of:
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(A) The sum of the EAD of the por-
tion of each wholesale exposure to a de-
faulted obligor covered by an eligible
guarantee from the U.S. government
plus the EAD of the portion of each
segment of defaulted retail exposures
that is covered by an eligible guarantee
from the U.S. government and the re-
sulting sum is multiplied by 0.016, and

(B) The sum of the EAD of the por-
tion of each wholesale exposure to a de-
faulted obligor not covered by an eligi-
ble guarantee from the U.S. govern-
ment plus the EAD of the portion of
each segment of defaulted retail expo-
sures that is not covered by an eligible
guarantee from the U.S. government
and the resulting sum is multiplied by
0.08.

(iii) The sum of all the dollar risk-
based capital requirements for each
wholesale exposure to a defaulted obli-
gor and each segment of defaulted re-
tail exposures calculated in paragraph
(e)(2)(i) of this section plus the dollar
risk-based capital requirements each
wholesale exposure to a defaulted obli-
gor and for each segment of defaulted
retail exposures calculated in para-
graph (e)(2)(ii) of this section equals
the total dollar risk-based capital re-
quirement for those exposures and seg-
ments.

(iv) The aggregate risk-weighted
asset amount for wholesale exposures
to defaulted obligors and segments of
defaulted retail exposures equals the
total dollar risk-based capital require-
ment calculated in paragraph (e)(2)(iii)
of this section multiplied by 12.5.

(3) Assets not included in a defined ex-
posure category. (i) A national bank or
Federal savings association may assign
a risk-weighted asset amount of zero to
cash owned and held in all offices of
the national bank or Federal savings
association or in transit and for gold
bullion held in the national bank’s or
Federal savings association’s own
vaults, or held in another national
bank’s or Federal savings association’s
vaults on an allocated basis, to the ex-
tent the gold bullion assets are offset
by gold bullion liabilities.

(ii) A national bank or Federal sav-
ings association must assign a risk-
weighted asset amount equal to 20 per-
cent of the carrying value of cash
items in the process of collection.
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(iii) A national bank or Federal sav-
ings association must assign a risk-
weighted asset amount equal to 50 per-
cent of the carrying value to a pre-sold
construction loan unless the purchase
contract is cancelled, in which case a
national bank or Federal savings asso-
ciation must assign a risk-weighted
asset amount equal to a 100 percent of
the carrying value of the pre-sold con-
struction loan.

(iv) The risk-weighted asset amount
for the residual value of a retail lease
exposure equals such residual value.

(v) The risk-weighted asset amount
for DTAs arising from temporary dif-
ferences that the national bank or Fed-
eral savings association could realize
through net operating loss carrybacks
equals the carrying value, netted in ac-
cordance with §3.22.

(vi) The risk-weighted asset amount
for MSAs, DTAs arising from tem-
porary timing differences that the na-
tional bank or Federal savings associa-
tion could not realize through net oper-
ating loss carrybacks, and significant
investments in the capital of uncon-
solidated financial institutions in the
form of common stock that are not de-
ducted pursuant to §3.22(d) equals the
amount not subject to deduction multi-
plied by 250 percent.

(vii) The risk-weighted asset amount
for any other on-balance-sheet asset
that does not meet the definition of a
wholesale, retail, securitization, IMM,
or equity exposure, cleared trans-
action, or default fund contribution
and is not subject to deduction under
§3.22(a), (c), or (d) equals the carrying
value of the asset.

(4) Non-material portfolios of exposures.
The risk-weighted asset amount of a
portfolio of exposures for which the na-
tional bank or Federal savings associa-
tion has demonstrated to the OCC’s
satisfaction that the portfolio (when
combined with all other portfolios of
exposures that the national bank or
Federal savings association seeks to
treat under this paragraph (e)) is not
material to the national bank or Fed-
eral savings association is the sum of
the carrying values of on-balance sheet
exposures plus the notional amounts of
off-balance sheet exposures in the port-
folio. For purposes of this paragraph
(e)(4), the notional amount of an OTC
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derivative contract that is not a credit
derivative is the EAD of the derivative
as calculated in §3.132.

[78 FR 62157, 62273, Oct. 11, 2013, as amended
at 80 FR 41416, July 15, 2015]

§3.132 Counterparty credit risk of
repo-style transactions, eligible
margin loans, and OTC derivative

contracts.

(a) Methodologies for collateral recogni-
tion. (1) Instead of an LGD estimation
methodology, a national bank or Fed-
eral savings association may use the
following methodologies to recognize
the benefits of financial collateral in
mitigating the counterparty credit risk
of repo-style transactions, eligible
margin loans, collateralized OTC deriv-
ative contracts and single product net-
ting sets of such transactions, and to
recognize the benefits of any collateral
in mitigating the counterparty credit
risk of repo-style transactions that are
included in a national bank’s or Fed-
eral savings association’s VaR-based
measure under subpart F of this part:

(i) The collateral haircut approach
set forth in paragraph (b)(2) of this sec-
tion;

(ii) The internal models methodology
set forth in paragraph (d) of this sec-
tion; and

(iii) For single product netting sets
of repo-style transactions and eligible
margin loans, the simple VaR method-
ology set forth in paragraph (b)(3) of
this section.

(2) A national bank or Federal sav-
ings association may use any combina-
tion of the three methodologies for col-
lateral recognition; however, it must
use the same methodology for trans-
actions in the same category.

(3) A national bank or Federal sav-
ings association must use the method-
ology in paragraph (c) of this section,
or with prior written approval of the
OCC, the internal model methodology
in paragraph (d) of this section, to cal-
culate EAD for an OTC derivative con-
tract or a set of OTC derivative con-
tracts subject to a qualifying master
netting agreement. To estimate EAD
for qualifying cross-product master
netting agreements, a national bank or
Federal savings association may only
use the internal models methodology
in paragraph (d) of this section.
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(4) A national bank or Federal sav-
ings association must also use the
methodology in paragraph (e) of this
section to calculate the risk-weighted
asset amounts for CVA for OTC deriva-
tives.

(b) EAD for eligible margin loans and
repo-style transactions—(1) General. A
national bank or Federal savings asso-
ciation may recognize the credit risk
mitigation benefits of financial collat-
eral that secures an eligible margin
loan, repo-style transaction, or single-
product netting set of such trans-
actions by factoring the collateral into
its LGD estimates for the exposure. Al-
ternatively, a national bank or Federal
savings association may estimate an
unsecured LGD for the exposure, as
well as for any repo-style transaction
that is included in the national bank’s
or Federal savings association’s VaR-
based measure under subpart F of this
part, and determine the EAD of the ex-
posure using:

(i) The collateral haircut approach
described in paragraph (b)(2) of this
section;

(ii) For netting sets only, the simple
VaR methodology described in para-
graph (b)(3) of this section; or

(iii) The internal models method-
ology described in paragraph (d) of this
section.

(2) Collateral haircut approach—()
EAD equation. A national bank or Fed-
eral savings association may determine
EAD for an eligible margin loan, repo-
style transaction, or netting set by set-
ting EAD equal to max

{0, [EE — 2C) + Z(Es; x Hy) + XZ(Ex X
fo)]}s

where:

(A) ZE equals the value of the expo-
sure (the sum of the current fair values
of all instruments, gold, and cash the
national bank or Federal savings asso-
ciation has lent, sold subject to repur-
chase, or posted as collateral to the
counterparty under the transaction (or
netting set));

(B) 2C equals the value of the collat-
eral (the sum of the current fair values
of all instruments, gold, and cash the
national bank or Federal savings asso-
ciation has borrowed, purchased sub-
ject to resale, or taken as collateral
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